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UNIE-P Economics: Revenue Impact - Verizon

-

Plus Plus: Plus: Plus Total tess = Total
Basic Local Service SLC Vertical serv.  Accessiintral ATA toll USF Retail Revenue UNE-P Revenue Los!
vz Connechcut 1343 5 K9 900 5.00 062 3174 0/ 1293
nc 1278 187 900 500 057 72 1582 1515
Delaware 129 &00 900 5{0 057 31 B6 16 0) 1583
Maryland 1681 569 900 500 087 3707 18 87 1875
New Jersey A 500 900 500 057 2804 1761 154
Wesl Vingima 900 f00 900 500 D57 4957 26 50 207
Pennsylvama 1161 &00 900 500 057 32.18 15t 1707
Virgnia 1764 5401 o0 500 057 nH o7 1h 14
Mane %35 o 900 500 057 3697 15 34 Fal
Massachiselts 16 #% 500 300 500 ns7 3747 15 0% 71
Hew Hampshie 1185 600 900 st ns/ 34 43 7594 A%
Hew York 1104 600 900 5400 0% k1KY 1713 1978
Hhode Isdand 148 6 00 900 5400 TS 3535 214 a9
Vormont 170 f0n L144] 500 057 it AhEL \ FRA
AvcrageTotat 1247 595 9.00 5.00 0.57 3299 15.10 1789
Loop Local Swilching Tandem swiching  Shared tansport ‘
Urban Subwrban Rural per port per MOU per MOU per MOUY Avy. UNE-P
fannache it Aqq 170 1969 m non7? 000720 na 7081
I 101 Ay L] 104} 155 00030 00y G015 1587
Ielawarn mnys 1313 1o k7 Fva) nona nnon7 10001 1hm
Maryland 7 1284 75196 190 40018 00007 {} HNA 1R A7
How Jersey L 959 10497 nr 00026 006013 09025 1261
Wesl Vigmia LA 2204 344 LA 00072 00002 aonct 7650
Pennsytvama 25 1ag 1400 267 onot7 0.0¥N8 D onG1 B
Vigne 174 10 45 2040 130 0 00006 [LALL] 1707
Maine 1144 1347 1B 75 094 oomz? o022 009 1534
Massachussetis 754 1411 2004 200 00033 o on? o2z 1"nm
New Hampshee [ER 15 87 2449 N o007 O0016 nonn »H
Mew York 70 1134 1551 257 ooo1 na na 1740
Rhode Istand 1419 15 44 1913 136 00127 noni 00022 214K
Vermonl 1i? 815 7tel 103 {Q04an 0 09 0 D60k LAY
Average 9. 1233 18.16 198 0.0026 00007 00008 1510
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UNE-P Economics: Calculating the Impacl

2) Estimated Average Retail COGS and SG&A per Line Based on
Existing Wireline EBITDA Margins

— Assumes residential wireline margins are equivalent to total wireline margins

3) Calculated Wholesale EBITDA Contribution

— a) Wmtimated average wholesale COGS and SG&A per line
- Assume 5% avoided cost in COGS; 20% avoided cost in SG&A

— b) Compared this cost structure to revenue from whoiesale UNE-P rates

COGS 5,G8A EBITDA % of COGS % of§G&A Calculated
{% of sales) {% of sales) margins  avoided avoided EBITDA margins
sSBC 35% 25% 40% 5% 20% -24%
vZ N% 24% 45% 5% o 20% 4%
BLS 27% 23% 50% 5% 20% 13%

&% UBS Warbury
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UNE-P liconomics: Calculating the Impact

¢ EBITDA Per Line
— SBC - UNE-P Average ($3.51) vs. Retail Average $13.53
— BellSouth - UNE-P Average $2.47 vs. Retail Average $18.12
— Verizon - UNE-P Average ($0.68) vs. Retail Average $14.59
— Qwest - UNE-P Average $1.03 vs. Retail ‘Average $14.69

EBITDA per UNE-P Ine is negalve.

18 slakes generale neg EBITDA per UNE-P line
8 are n SBC regon, 6m VZ, 3inQ, 1 BLS

ARCONE IR MW o Ve o T R MUY A RS OWT ONE A N MO BT M VL A Iy K DN T WY N N e SNTE U NS ST T S A Ny AT A M NHE RV
Soutce: UBS Warburg LLC and company reports
LW oy "y John Hodulik, CFA
S UBS Warbwg o hodul
¢ - . john hodulik@ubsw com
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Retail Profitability Wholesale Profitabikity
Gross COGS Gross $,GBA exp. EBITDA | EBITDA Lost/ FCF FCF Lost/
COGS Profit 5.GA exp. EBITDA 95% of et COGS  Proft  BO% ofret 5.GAA  EBITDA lost | Revenue Lost lost | Revenue Lost

lingis 1085 2014 175 12 40 1030 139 620 758 1998 A9 0% 1119 B0%
Indiana o 0 079 800 12 80 10 f)'i " 644 6 40 004 1276 83 "% R5% 5%
M higan 14N 26 20 1008 1612 1340 g6/ A 06 611 PLY L AR 7% 1605 59%
g 176 J1R4 840 1344 IRY 324 612 148 1692 Bh 3% [t HA%
Wisrnbisin 1164 7534 9/5 1559 1296 6172 780 108 1667 85 3% 1 BT
Calilornia 1078 19 09 734 1175 977 191 547 396 1571 B6 6% ins b
Connes ey 178 2085 806 1289 07°? 1009 645 164 925 7R A% 20 "%
Mevacty 10 501 1751 750 1200 998 1119 600 519 (LY 12 1% LE:Y 4%
Alkansas 1/ iy LRIl 1779 70 46 170 44 ma 1067 nu RA 8% HiBh 50%
Kansas 1178 1R/ R4 13 46 1M1y 570 871 141 1499 BA 5% 11014 5%
Missoumi 17 hd var 903 14 44 1700 1736 722 014 14 %) AV 1% 958 "h%
Oklahor 1102 28l 1R} 1259 a7 198 630 168 1091 Bl 1% ' hHi
Texas 1M Mhdh 9/9 £ 66 13102 4 A9 783 ' 794 1860 A5 6% 17 46 Hi%h
AveragelTotal 183 2198 B.45 1353 11.24 33 6.76 A5 17.04 85.7% " 58%
Avg Amertech 12.16 2258 8 13.90 11.55 125 695 510 18.% BI.4Y% 12_2 59%

& UBS Warburg
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UNLE-P Economics: Prolitability Impact - Verizon
Retail Profability Wholesale Profitability
Gross COGS Gross S,GA exp. EBITOA | EBTDA Last FCF FCF Lost
COGS Profit S,GBA exp. EBITDA 95% olrel COGS  Profit  80% ofrel. 5.G&A  EBITDA lost | Revenue Lost lost | Revenue Lost

Contreciian 1027 27 B3 795 1490 975 105 636 469 1A 789% 619 52%

oC 950 2115 736 1379 903 6Ad '- 588 09 1784 A36% B4R 53%

Oelaware ﬁﬂ 2149 751 1408 21 o 6 a1 [ 300 080 1378 BYO% Bir 55%
Maryband 1ny 7519 X 16 43 Wis . LIvY rot 106 ny A4 2% 1014 9h"%
New Jersey 85?7 18 9% 649 1236 809 457 51 075 N B50% AK7 56%
West Virgira 1514 am 1176 2205 1443 1201 941 26f 19m BA % 1”78 %
Pennaybyaisia 9 A0 AR 759 14 22 FR) b 607 076 1449 B4 1% LY 6%
Virgiua 1017 e 783 14 69 961 745 627 1Yy 1% B16% LY 9%
Maine 12/ 2508 R 6 36 10704 464 698 2\ 1869 Bh 1% 175 h'h
Massachnsers 14y LY R KB4 t6 5A 16 BY 44 708 784 1947 B 0% 17RA1 i
New Hampsire LR PR Al 152 997 1557 650 907 617 69 4% 4R %
New York ah? FARY, 745 1397 914 319 59 rE 16 /4 86 8% 1R 5%
Rhode Istang R 2400 #3n 1565 0o 1722 668 + 1054 511 64 A% 118 1%
Vennonl 1141 Nk A% 1674 11496 289 74 475 2099 BI 1% 1187 A%
Average/T otal 1005 2131 118 1459 935 555 622 468 1526 85.3% 1009 56%
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UNE-P Economics: Calculating the Impacl

¢ 4) Estimated Future Line Loss in Each State

— SBC: Lost 692K lines to UNE-P in 2Q, up from 358K in 1Q
- We believe roughly half of these were in June alone
- AT&T entered IL and OH in mid-June, CA in early August
- We expect line loss of 1m in Q3 and 1.2m in Q4
— Bt;IISouth: Lost 278K lines to UNE-P in 2Q, up from 239K in 1Q
~ Losing 100-120/ quarter to reseller in Florida
- AT&T in Georgia and is likely to enter Florida as well
- We expect line loss of 300K in Q3 and 400K in Q4
— Verizon: Lost 110K lines to UNE-P in 2Q, up from 64K in 1Q
- AT&T increasing marketing expenditures in Ner York

- Announced entry into New Jersey in September

Expect to enter Pennsylvania in 4Q

- We expect line loss of 230K in Q3 and 500K in Q4

o3 UBS Warbure
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UNE-P Economics: UNE-P Line

Projections

TQor 7007 3001 4001 1007 7002 3003 4G0Ze 7000 2001 2002 2003  Z00de 20038
Total Switched Access Lines
SBC 61254 605/ AN20 50532 59036 B8 255 57375 AR 145 61270 59532 56345 54349 51A76 51271
vZ 62903 H2ARS  RIORT BISYY 61227 GROIV3 RAOXT 51276 (7907 6155t 57276 K131 54129 51977
BLS 75898 25666 25575 25427 2542% 251MR 24837 24812 25908 295427 24602 MO080 23920 7716
Q 17929 1780R 1/ RAT 17454 17250 16955 16730 15531 18089 17454 1651 15686 15072 14611
Total 167,984 166517 165459 161959 162938 160721 156920 154764 168,169 163959 154,764 149,246 146,797 145530
% growth
58C 02% 1 1% 1% 28% -36% -38% 48% 54% 09% 28% S54%  -35% 172% 08%
vz 06% 04% 14% 2 1\% 2% A% Ha% - Y% 14% 2 1% A% 37% 18% 0%
BLS Q1% . 0% 14% -19% 18% 1% 29% 3% 1 6% 19% 1% T % 0 1% 0 5%
0 01% 0R% 1 9% 35% -18% AR HA%0 5% 19% 34% 5% A% 3% 3 1%
Total -» 034 Q7%  16% 25%  30%  35% 0 -5 2% 0 5% 1%  -25%  56%  16% 6% 08%
Total UNE.P
8¢ 1373 1760 2449 240) 2761 RE LX) 4453 5651 1012 7403 5653 9067 10798 #1457
vz 1745 20M 7138 7195 2753 2369 7 599 109 1687 2.19% I ABYY &799 f.299
BLS M 385 Lk 6 B40 1118 1418 1818 324 601 1818 JH8 4210 AR
(5] Ay A4 A%H LEX] 491 517 h4i 582 na 453 582 AR? 1042 1167
Yotal 3752 4889 5261 5652 6351 7452 9017 11452 292) 5852 11152 18146 22367 25136
Net UNE P Adds
SBC %1 3/ T 744 18 € B Tiuw T na 1390 3250 3414 1731 105
v? 47 418 Ah 57 L] 10 230 500 na 508 404 1 800 1400 1 000
BLs 9 B? 170 94 219 278 00 400 na 37 1217 1500 900 £00
] na 20 & [ 38 21 15 35 na na 129 280 190 115
Total 308 937 512 kL) 699 g0 1585 2135 na 22716 5500 6994 42M 27N
UNE-P Penctration
SBC 2% 29% 16% 40% 4% 59% 18% 100% 1% A0%  W00% 1BM% M1th 0%
vZ 26% J4% 3 5% 16% 17% 19% 4 5% 54% 27% JF% 54% 89% 11R%  114%
aLs 13% 159% 20 7d% 11% 44% 5 1% T4% 0 9% 24% 4% 1318% 17/Rh% 0%
Q 24%  25%  76%  76% 28%  30% 3% 3%% na__ 26% 35% _ 5%% 0%  A0%
Total 28%  32%  34%  39%  46%  5T% 1% 3% 1% 122% 182

o LIS Wanl

2%
e

Fﬁs % T 2% 1S7% 913%

2%



UNIE-P Economics: What’s the Call?

¢ Downgrading the Bells (BLS, SBC and V2)
— Expect the group to perform inline with the market over the next 12 months
— Dividend yields should provide a backstop on valuations
¢+ Economics of UNE-P worse than expected for the Bells
— Will put additional pressure on Bell'margiﬁ's and earnings
— SBC and BellSouth are the most exposed
¢ Line Losses Will Likely Accelerate in 2H02
— AT&T and M

- No near-term regulatory relief expected
% Long Distance is Only a Partial Offset

— Local revenue is much higher margin than long distance

— To breakeven on the EBITDA line, Bells need to add 5.4 long distance customers
for every UNE-P line added

¢ 2003 EPS Estimates are Too High

— We now expect 2003 EPS to decline 1.8%; the Street still forecasts growth

&% UBS Warbury
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Regulation pressuring RBOC profits

Industry update '

PR R —

Hold

RBOCs’ core profit center is under se\‘rere attack from compem.:ve - BeliSouth Corporation
torces. Regulators have reduced UNE pricing such that CLECs are using Qwest Communications
UNE lines to penetrate the residential and small business markets. In SBC Communications

our view, until UNE pricing becomes more rational, the RBOCs will Verizon Communications

sufter steeper profitability squeezes from CLECs using UNE lines.

» CLEC penetration rising: By the end of 200%. according to the FCC, Bruce J. Roberts
CLECs accounted for 10.2% of the nator™s 192m switched lines. up ~1212 429 3459
from 7.7% 12 months eartier. a 32% ncrease N market share. Cable bruce robens & drkw.com
telephony iines are increasing at a slightly faster rate than overall CLEC
ines By the end of 2001. according to tne FCC. cable lelephone lines
constituted 11% of CLEC lines (2.2m lines). and 1% of all switched Iines.

William P. Carrier
-1 212 429 3457
wiliam camer @ drkw comn

» Lost ILEC profits: ILECs lost 1.5m lines in the last six months of 2001
in the form of UNEs (unbundied network eiements) to CLECS, which we
estimate comes 0 S1bn in lost annualhized sales. most of which i1s pure
profit. Im a six-month span. then. after taxes. ILEC beitom ines 10s!
apout $325m rn net income. and S4.2brn m marke' captahzaton
assaming 2 13x P/Z multipte. The Bells control about 94°: of tne natgn s
incumpent access lines, so the RBOCs primanty through UNE  Icst
S4bn 10 marke! capitalization in the last half of 2001 Tne Bels currently
nave a $220on eguity market cap. meaning that CLECs concewabdly
cestrovec 2% of Bell equity vaiue ir: the H2 2001

> Some CLEC overbuilding: in H2 01. CLECs gained 2 4m lines. which
we peheve was created exclusively at the expense of the ILECs. or
19.00% hnes per business day Some of these lines are iost 10 cable
tiglephony or where CLECs build their own connections directly 10
businesses tn such cases. the CLEC has overbult or completery
severed the connection between the ILEC and the customer. removing
the iL2C from 100% of their former revenue stream

» Ratings: We maintain our Hold ratings on Bel'South Corp.. Qwest
Communications. SBC Communications and Verizon Communuications

PLEASE REFER TO TME TEXT AT THE END OF THiS REPORT FOR OUR DiSCLAM ANT
EA AND ALL A
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reguiators are foreing

unprotitable resate pnicing upon
the 1ogai ingustry tnrough

UNEs

Investment summary and
conclusion

The concern 1sn't the CLECS: with a weak capitai markel, and tha techno bubble-burst.
the money CLECs reed to build out a iocal network 1§ NOT available it the pudtic or
bank markets Ironically. the mmpact of CLEC compettion has never been more
NEGATIVE for RBOCs (we interchange the terms RBOCs and ILECs}. Why? Because
the regulators are tcraing unprofitable resale pncing upon the local ingustry through
Unbundied Network Elements, or UNEs. What are UNEs?

UNEs are network ‘elements’ — switching copper lines, data base hookups. tiber
trunks mo office buildings, etc.. that the RBOC s forced to lease to the CLEC. When a
CLEC uses UNEs INSTEAD of building out its own copper loops. swilches, elc.. ot
avoids maor capital expense, and ‘ndes’ the RBOCS' investments made over
decades: When capual tlowed freely to CLECs in the 1990s. CLECs took that money
and decided to builo therr own networks. Ai the time that seemed (¢ be a rational
decision: money would be available from Wall Street ‘forever’, and an owned network
would be more profitabie tnan a leased one — eventually. Unfortunately tor those
CLECs that overpuill over wige geographic terntones, +é., the "XOs" of the world that
deciged there was a business case for a ‘national - local’ infrastructure that served (in
retrospect} way too many cities, thereby never achieving density — the key to local
profitability - the capital markets dried up Lett. were the louid competitors to the Bells;
ATRT and MCI (until now). who, over the last twe years. have taken up UNE, or
leasing, ratner than constructing a second iocal network. as the means to compete.
WHY?

AT&T anc MC! are very concerneg anou: losing long distance customers to the
RBOCs. Sc even f UNE isn't as profratie as owning your own network. by being able
tc offer local service promptly (which UNE enables) ang at a decent proft (which UNE
enables). the long arstance carners can combal leng distance customer defection,
making THEIR foray into leasing loca: services more profilable Dy avoiding lost long
distance reven&s‘ than an "XO" could have

P Hence. tne recent rapid entry mnto long distance by the RBOCs has been
accompanied by a rapid expansion of the use of UNEs by CLECSs, prnincipally
ATAT and MC!

P States ruie over the Feas on loca: teiepnony States have been widening the
UNE discount - to tne detrment of the RBOCs - as a quid pro quo 1o RBOC
long distance entry. Local profit margins are much fatter (45%,) than long
distance margins (25%). so the current trade-off 15 a loser for the ABOCSs.

2 7> Dresaner Kienwort Wasserstein
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The requlators may allow three

to tour verucaity anc

- hotizonially integrateg
provigers

P The giscount nNas CAUSEC MUIM More fapia C_EZ UNZ uss Trns was sse-

most recently in Calfornia. wnere tne CA PUT nas recenty rusec tnat 830 ca-
provide iong aistance (S3C stil must anoly attne FCZ, - tne fase o A
AT&T got lower UNZ rates BEFORE 85T was avie to get intc 127 2istance
causing a nming-engendered 1085 as wel:

Wnich regulators? Well. first tne FCC. wnich took tne 1998 Aci tnal aia not soediy
panicular UNEs or wna! price tney snould be made available at. The last FCC maage a
iong list of UNEs and set severe discount frameworks 1o those UNZs. Then the siates
got Into the act by setung the actual UNE rate. ve. the discount from reiail rates
offered 1o an S3QC's customers. These discounts can be as tigh as 65°:' At the
margin, such revenue toss, accompan:ed by continues network costs. results In aimost
one-for-one profit 10ss - thus, the UNE is highly profit-destructive.

The only saving grace s that MC! has senous financial difficuities. and could oe forced
to abanaon its UNE expansion program — to tne Bells’ benefit. Ir aadiion. AT&T. which
IS 1N Mucn better financial shape. and can. we estimate, survive on Its own for years,
could be bought out by a Bell f the current teiecom meltdown continues. In other
words. the regurators — tne FCC and DOJ - may allow the oligopohizaton of the
telecom industry. wnere tnere are three 1o four vertically ang norizonially integrated
provigers. That s three 10 four 0id Ma Bells.

P Forinvestors we bereve that the Sels are tradmg near historicaliy low multipies of
EBITDA, wnicn is the mos! important barometer of value, 1n our view. However,
UNE 15, at the margin. so value gestructive. that we would be HOLDERs. if and
untl the regulators pecome more realistic. And if they don't, shareholaers might be
rewarded by a severe downsizing of MCi and/or absorption of ATAT by a Bell
Conciusion: Hotd

3 £\ Tresdne Kiemwant Wassersten
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45 of CLEC lines served
resipential anc small busingss

markets

“The cream sKim” — business,
population density and
demographics

The current competitive policies favor nch resigential customers, targe businesses and

states with greater population aensity.

According 1o the FCC. 55% of CLEC lines served medium and large businesses and
government customers. In contrast. Just 23% of ILEC lines served such customers.
Conversely, 45% of CLEC lines served residential and smal! business markets,
while over 75% of Bell lines served lower profil residential and small business
lines. Businesses and government othces are more densely packed. and spend more

per access Ime than resigents.

Thus. the !LECs are left holding the 'bag - sering more of the costly (read:
peographically dispersed) and lower paying Ine base. We view the ‘cream skim’ as
cne of the most compeliing argurments that tocal competition regulation 1S destructive

and iliogical.

Year-end 2001E CLEC line composmon

Figure 1: CLEC mccess lines, 1995-2001
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. The goal of the 1996 Act was 1o
create the environment tor iocal
. competiticn. not create local
competition
v
.
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) Cable telephony penetration is
Acreasing even faster than
1 overali CLEC penetration

Overbuild: 33%. but in key sectors much lower

Of the 33% overourlc percentage. we estimale tnat unge- 5. of res:gentia umes are
overbuilt ines. We bengve this 1s a felling stauslic ang pernaps the mos: ~mponant =
this report. In tne US at year-end 2007. there were 134m res:dentia anc smal
business access lines. The majonty of overbuift knes are business ines win a
concentration orn megium and large sizet businesses Our view 15 thal the currem
rules forcing RBOCs 1o resell iocal lines to CLECs at very geep ciscounts are ot
course. The goal of the 1886 Act was to create the environment for local
competition, not create local competition. Althougn seemingly subtie. trus 1s a huge
distinction. The 10ea 1s that 10 produce New. exciting services and prong programs
requires a competitor to pProvide New, excitng services. How can tnat occur if the
CLEC is reselling the RBOCs' service? With only a 33% overbuilding rate. the desired
outcome of the Act 1s unaccomphished The :0ea was to give the CLECs a means to
build customer scaie upon which they could then justify buiiding their own network.
snce this s ar industry of scale. in pomt of fact, the growth in UNE fines s
acceleraling. gespite the fact that the base of CLEC customers is aiso expanding. With
UNE, the CLECs are merely behaving as rational decision makers. If it's cheaper and
less risky 10 resell rather than build. then reseli s the answer. Unlike the long distance
ingustry. which 5 iess of a natural monopoty since 1t takes just severalbn dotlars and
two 10 three );ears 1o bwig a national network. except for the cream of the business
market and the cream 1e . demographicaliy desirable (read: nch homeowners who
can buy many services) resigential market. a new national local network 1s unlikely to
emerge. We won't get imto "what i#s.” but unager a more ratioral local competitive
framework, overpullaing might have occurred 1o a greater extent.

Sinking the sunk costs
Overbuilding erases any revenue contnbution from tormer customers or prospective

customers that would have used a Be" f an overbuiiding CLEC wasn't around it fully
‘strands’ the lines’ assets The Dusiness case !'s €asier to overbuild because they are
iocated n office bunoings ang otherwise packed more gensely 5S¢ tne ‘cream skim’
has been accompaned Ly the ‘overoa'c ~nal s for vears. CLECS such as Time
Warner Communicatiors AT&T Business g~z WondClom's MFS {although we believe
one of WCOM's downlall was its mabiity ¢ 1everage tne MCl long distance base and
‘backsell’ an MFS locai progusi mIc ! nave peen puiding ther own trunks intod
business locatons. edher fully bypassing 1ne ILEC. or pernaps renting mirurnal network
subsegments s&:h as tne last hnk 1o & bullaing Now. cabie ieiepheny 1S copying the
CLECs on the resigential sioe. By miggybackng onto the cabie television network, they
found an economical way 1o overouio the 1ess cense resigential tase. & danger to the
Bells that have concernea us for some tme. FCC stanstics snow cable teiephony
penetration ncreasing ever faste' tnar overall CLEC peretration, and AT&T
Broadvand reponed in Q2 02 that fe- the firs! tme, 11s cabie telepnony operations are
EBITDA-positive. valigztion that a means to ‘crack’ the natural monopoly in the tocat
residential marxket exists !t stil takes a iol longer to deploy a cabie telephony hine than
a UNE line. Thus. cable telephony 1s probably impacting residential Iines’ margins, but
not taking significant marxet share yet

5 N Dresoner Kenwor: Vvassersten
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- or overpuildng The Bells argue tha: low UNZ rates. wnign gan force ar R300 w©
4
resell a local hne to a CLEC such as MCI "Neignbornood” for as mucr as 70% off o
v retail. arer’t $2 CEC DECAUSE INey &! leas! Drovide SOME revenue across & mg” Lxeés
cost struclure. Also. since the iine 1s gedloyed aiready (sunk cost: anc oy mmma’
v cash is requires 'c gperate tnat ing, an SB0C wouid select UNES 10 overou.lamg as the
lesser of two ewis. We agree However. with overbullding now taking piace in tne
r business ang residential engs of the 1ocal marke:, we expec! that the vaiue of the
RBOCs piant 1e., tnerr sunk costs. are faling. and that piant write downs loom.
0 Again, the overbuiiding 15 concentratng m the jarge business arenas and will occur tor
- plant tnat serves iarge busiNesses. nol tne resigentiai market.
¥
Resale: 22%, down from 43% two years earlier
™ UNE-P ings aze 26 -40 Resale 15 uneconomical for CLECs. so they are dropping resale lines or changing them
points of Gross margin 1o 2 to a UNE-P “lines” regme, which are functionally equivaient. put adc 20%-4C% pomts
v CLEC of gross margin o a CLES
-~ Figure 2: UNE vs. resold lines. 1899-2001
L
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UNE: 47% (4% at YE 1999) — erased 2% of bell equity?

The UNE pratform s growing rapidiy in use. To the CLEC the only diference between
reseling and UNEs 15 the cost. In fact. UNE 1s notring more than resale with 2-3x the
discount. which comes 1C 3 35%-60% discount. UNE-F has made it possible tor AT&T
and MC' to compete n the resigential arena Because it 1S 100 cOSlly to bwilg out fess
dense resigential networks, UNE-P resale (and cable teiephony overbuilding) are
bemng used 10 penetrate the resigental and small pusiness market According to the
FCC. CLECs serveg 4. 6% ot Inose markets at the end of 2000, and 6.6% of such
markets by year-end 2001 There were 9.5m UNE loops at year-end 2001, up from
8m six months earlier About 61%. or £.8m lines. were UNE-P lines thal included
switthing, and the rest (3.7m) were UNE loops. where tne CLEC just leases the

6 £ Dresdner Kieinwon Wassersien

]



UISIS.SSSBAN LOMLIBH .BLLSau0 c‘, L

2 dojaasp 01 uesw 0 ley: 1a.diaju em pue uoladwon 30 Lieisdwnl o) wsiueylaw
B I3A18D OF Sem |0y 9yl jo uds aul Aep auyl 10 pua aul iy 12w aul AQ paiinbay
SBMm J4od 1Byl USASMOY '3:NS 10U 3J A ieid B o) 1340 yar uibiew Aug aaeu Lupip
$O370 Sul iSASMOH 11BI8) Ol JUNOZSID <,52-2,02 B uBSW O RalaiCiaiul SEMm JBy)
'$1502 Buiyjes se uans $is02 JIQEDICAR SS31 1ag aul AG pab.eua 33ud il ay; ag o)
SEM JJLd UL |19M SB 12y 2yl AQ paIINDAL SEM 9jBSES UIB|4 91BSAI UIR|d UBY) SIUNODSIP
18da31s LONW 1B Wayl (|85 PUB SIUBwWad 25aul 2punaal, 0l palinbar u9m s7J Y Sul
1BU) PBpISaP S04 94l D370 AUl O] SlUNCISIC $1GBRUOSES. B DI10S 3Q Ol I2v 966.L dul
JBpuUn pasnnbal 3iom SIUSWSR NiOMIGL SCOUBA 18UIC QUEB 5102 d00] (B30 Buysums
SB UONS SIWaWHS oMdu ALD UORBLSILILEE S04 Joud dul o 4}19913 e s aANn

walsAs

A42NddANS, WO22i31 SYl O ¥O0US B DUB NI0LS-¥321S 3SMED M SUMCD-Ilum 13SSY o

CLr Ol MOy use2 INplusid SO08K
3yl 82ND3J 1BUL S8DIALAS DAJUBADE ,0 $i9wMSUCT 304 RIN0D 1 wudi-abug) aul v o

"$8010; jaNIew 03 1@ Buiag ueys Jayle: IsioWNSUOD
Ol S89A0|CWa PUB SiaPIOYSJBUS WOl LHESM ;O J3JSUBs] pHEINWAS-AdCd B SN o

IWIDISAS
d-INN Y} YIIM SHI2IUOD [BIDASS AIB 3J3Y] MIIA JO julod JWOUOI30I2BW B WOl

‘d-INM Yim aouesip Suol Buipung jo siseduwn ampsod sy Buipnpxe ‘usasxealyg

Q) ‘UMO S}l UO ‘d-3N{Y S0 SIESA OM! JNOQE | SBNE] U (SION SIESA 3AH UT S8NUSAAY
@20} SSAUISNQ |BNUUR Wl UGY;S 10 |BoE si yoeal 0 (91v Suigeua Ui jBUBWNISUI
aq m wuopeid 4-INM O SUL IBYL djBwds3 ap aseauow e sfeiustiad eyl
"PISEG-4-INM S4B 2,51 40 Q00005 UM JO "SauI| |BIC| wZ £ awes sey | Aepol
J@NIBLL [BRUSDISS) SUi Ul UG SBY J 5B jIBW $58uisng ay: Suiriiauag ur nyssaoons
se 3q 01 paadxa 51 wiogeld 4-3INM 8yl 1Byl saels juawsbeuew Jowas mau S | Ty
S3NN L3LY :ApPNis ase)

"SYT0LIS By} Clul PRICIOR) 89 O 184 SBY anNsst 4-IN{ Ul 1BY) pUB

‘SUCSEA JAYI0 0} SNP 28UHI3P LUPIP SHJ0IS OB IIUBINSSE U § 8134 $a2ud 3ools
Olul JIl PRUOIOE, PUB UOHBAIASTO SNy} _3PBL, ABNIJ. 18%iBLW AUl JBYl PUB 31QRU0SES. e
SIIBLINSS SN0 BUILINSSE *LONZ JO JIBY-DLOISS 2yl LI SneA AINES 198 ;0 2,2 PAA0ISSP
Ageaidauoz s°370 lew Suwuesw des iwiew Aunba ugQZEzs B SABy Ajusund
$188 Sul LOOZ ;0 JIBY iSE| aul W uoqEZIENdED IUBW Ul Lays iSCl INM ubnosy
Auewud s20EL AU 0% "SIV $SI0TP 1UAQWINJUI SUDNBU Jul ;0 %P6 INCUE [0AU0D
si19g syl AdNPW I/g XE | B BUNUNSSE "UOITEZ)IBICED I$HNBW LI UGZ rS DUB "SWodu
1BU U WLSZES INCAE 1SO| S8un WOL0Q 437 SSXE! iBNE Udul (UBOS UluoW-xis B ul
1501 340E St UCHLM 40 SO 'S3IBS PSZIBNULE 1S0| Ui UGLS Ol SBWOT SIEWISS M UJIim
'SAZTSO USINS O WO 3L U 1002 ;0 SUILOL XiS ISBI JU] Ul $AUY WETL 1S0) ST
MESiA N0 UL TABICISWE

DIMCUS 33BS 3001 INM i9AIMON JWAUTS SIBSSIOUM [BIO) SUl LICUN SSOI SNUBASS

[$35.2 23 SMES SITCT-INM SINALSI WIOMISL LBUIC SUl SBDIAC.LC DuB CC0IJ8000d

e

inoig-un aub amENN

SIBAA 3n1) Ui

SafudAal [BI0I 358UISNY (PALLE
yrugoL o ech suucess

1 pv Dugeus dUBLAwnisY
3G (1144 WiopRid 4-INN 8U

2002 lsnﬁnv Lz

i -



UlaS.ass . S : i -
1 B HUCMUIBIY LBLESBIC g g
_ LOOGHAL SRMS L0 BIUNWWOT ARG s0/LAA  ASINDG
%l v 0L ek i %97 3 i LT JM0B A3A
G2 8 ie 3 R4 FAN AT EBER BARE-T:4 BIO |
o 3 0 c 2y ey E 2. 3 smaB Ao
pER E EELE e _i3g z
°%6 ¢ a0 2 ar A Loelf AcA
98s = .37 SRR s7e
%28 S LTS 252 _amo.d A0a
PRS- 5.3 =)
Saf ¢ "o P S0 A0a
EEN O zA
2020 <00 g 1 €0 I 10 13000%) sanuasay

AUl IM (B20] H0QY € 2inbDi4
leal ISB| 19A0 3UIIIP uqp’ LS

JINSa1 puy

udwasedsip $$a1a0m o) anc Ajuewud sead 1ad 9oL
Aq paonpa: Buiag o 18BueD W S wC LGS 10 WEEYS SIWL LO0Z Ul SSui PUDISS D0gy
woyy paiersuab sem wQ LR jo weegs usul ‘uiliew y(C1IET 2,50 2 UliM yluow Jad
gg saleiauall sul pUOSES YOBS PUE | 00Z PUS-:BaA 1B S3UN DLOZaS Wi/l J0) DIUIGWED
SOOGH 2Ul 18Ul 31BWASS am 1 5,5 Alaiewixoidde Buiindap 319M 3ui| PUOIIS 3sau)
eyl alewisa am obe siauenb oml 1511 PuB ADA 9,02-°5CL SE YN SB paseaidur
SABY S8UH PuO2SS AEILOISIH 20 2D Ul ACA °,2°8 DIuiDaD S3Ull DUOIAS §.0ES
3lIym "0,8°0) JO BulPap umoib A04 Bun puodes 20 2D e paucdal §Tg ‘3IdweXa Jo-
‘S PUODAS 8SaY) JO IUSWSIRIdSIp $$8)9.m JO Linsal B se Auewnd Aipde: Buunosp
$I SOO8H 3ul 10} umoiB sul puUEDaS Saw DURIAEs DOy U0 oaye Duneiseasp
g Swaey $ ng ‘saui ssaocoe Arwud Buigdeye Auo jou SI lUSWSTEIISID SS324M

saupuel 208y
aseiasip AIEWSERIOU 1M JUBWEIRIESID §53124M AlEND 2314435 A0.0W! DUR SHI0MIBU
13yl N0 21Ng 21 INUILCY SaILBdWOD $S3IBLM Sy TSI8WNSu0d AuBW .0} SBulpue|
Buiceida) sie ssuoud ssalenm Suiweos s34 pue ¢} JeieD ey saunied) Bupnou
sued sinuw 1avorg Sig Sulapo SiswiBd sSedIM YlpA HOVD .6 £2 B 10 TL002
pU3-1834 AQ Wy Z2L Ol 6861 PUd-IBBA |B W/ B/ WO PASESIOU SI3CLISGNS §S3180Mm

SN iRyl TeLogR; 204 33Ul 'uodas uomiscwoer aucudsis! |B20T 2002 Anposhow

00] ‘uoilnadwos
[BOO] I SS3|21iM JBY} 921 10U 0} J06.0} Si01RIN08Y

wamjau umo syl Suionng Auisnf N2y 01 s1Bsa) 40 siuawsi@ 3NN ybnowy
$iC5H2CLWCT MOTE DL WSILBUIBW

- 5, 3.LCli570 2 3SeC JEroua siier e 2r Curn St

n
s

—~

10:4-un #41 a 3NO

$3UI SUCDES

1 gy uo 18y8 buneiseaad
2 BuIABY $11nQ "$3ui)

ssaose Asewud Suidaye fuo
JOU S JUBLLBIRIOSID SSARIIMA

S S E——

200z isnbny | »

A R e e ——— . vr————. oo, 5

.



2% August 2002 UNe-P: the Un-Dqg. R o

' Reguiators nave moves to an
active stance to recesign the
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Regulators hurting consumers in long run

The compinanon of very effective loboying oo Iné oan of small anc 1a-ge real AT&™
CLECs. and a gemocratic FCT ithought 1o De tnendiy to tong aisiance anc SLECs. nit
RBOCs) proagec tne FCC to create the UNE-Piattorm. or UNE-F Tne TCC ocecioed
that UNEs should be priceg ar a theorencal level. tnat 1s. wha! woulG it S98! 107 a brans
new local network to add an access lne The assumplions inZiuge state-o'-tne-an
networks throughout and perfect capital ang man-hout deployments. In otner words.
we belleve these are wmagmnary. non-rusions. therefore, in our opmipn. tus 1s an
unreasonable way to reguiate an industry. Another related issue 1s that of regulation
altagether. intne 10 years of covenng thus industry. regulators have. 1N our view. taken
an exponenually more involved role in the “day-to-day” decisions about pncing.
mergers, service offenngs, inter-carner relationsnips., etc. than before tne 1996 Act. It
wasn't supposeo to turn out that way Regutators have moved to an active stance to
redesign the industry. from a passive stance where carriers knew the rules and
operated freely witnin them. They knew whnat therr returns would be, and didn’t have to
make the very nisky types of investments RBOCs have made in the past tew years to
compensate for the loss of growth in the core busmess that has destroyed shareholder
value. On top of tha: tne regulators have had the nerve to regulate tne newer high-nsk
capial retumlnréjec!s such as DSL. Now every carrier move 1s scrutimized by a state or
FCC neanng. siowing gown the communications revolution of the late 1990s. In the
short run, the consumer wins with these artihicially iowered local rates. In the long term,
the consurner wili suffer as ILECs cut their capital budgets by 30%. which wili produce
fewer services. more network outages. and crummuer customer service. The regulators
don't understand that the local industry. unlike the long distance industry. is the closest
thing m lelecoms te a "natural” monopoly Wireless, long distance and undersea
networks cost less per D5-0 to build. ane are constructed in a matter of months or a
year or two. not e many years i takes 1o buile 2 foza’ landline network
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